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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: Respondent determ ned a deficiency in

petitioners’ 2000 Federal incone tax of $314,372 and an addition



- 2 -
to tax under section 6651(a)(1l) of $38,837.! After concessions,?
the issues for decision are: (1) Wether respondent’s and
petitioners’ notions to conform pleadings to the evidence should
be granted; (2) whether petitioners received but failed to report
certain itens of incone; (3) whether petitioners are liable for a
10- percent additional tax under section 72(t) on early
distributions fromqualified retirenment plans; (4) whether
petitioners are entitled to certain item zed deductions; (5)
whet her petitioners are liable for any alternative m ni numtax;
and (6) whether petitioners are liable for an addition to tax
under section 6651(a)(1).
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts, supplenental stipulation of facts, and
t he second suppl enental stipulation of facts and attached
exhibits are incorporated herein by this reference. At the tine
they filed their petition, petitioners resided in Beaverton,

Oregon.

1 Unless otherwi se indicated, all section references are to
the I nternal Revenue Code, as anended, and all Rul e references
are to the Tax Court Rules of Practice and Procedure. Al
anounts are rounded to the nearest dollar.

2 The parties have agreed to certain issues, either in the
stipulation of facts, at trial, or on brief, and respondent has
conceded ot her issues. The parties’ agreenents and concessions
are di scussed herein.
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Bi dyut K. Bhattacharyya (petitioner) was born on Cctober 8,
1955, and Diana T. Bhattacharyya (Ms. Bhattacharyya) was born on
January 19, 1960. FromJuly 16, 1984, until GCctober 21, 2000,
petitioner was enpl oyed by Intel Corporation (Intel).

A. | ncone From Sal ary, Bonuses, Stock Options, and O her
Sour ces

During 2000, petitioner received conpensation fromlintel in
the formof a salary, bonuses, and through the exercise of
nonqual i fi ed stock options. On January 11, 2000, petitioner
exerci sed a nonqualified stock option granted by Intel to
purchase 800 shares of stock at $8.391 per share. The market
price on January 11, 2000, was $92.00 per share, resulting in a
realized gain of $66,887. On April 17, 2000, petitioner
exerci sed a nonqualified stock option granted by Intel to
purchase 5,000 shares of stock at $8.391 per share. The market
price on April 17, 2000, was $116.4062 per share, resulting in a
realized gain of $540,076. Petitioner exercised the nonqualified
stock options through an investnent brokerage account wth
Merrill Lynch (Merrill Lynch brokerage account).

Intel issued petitioner a Form W2, Wage and Tax Statenent,
for 2000 (the Intel FormW2), which reported total wages, tips,
and ot her conpensation of $746,191. O that anount, $606, 963
represented the gain realized by petitioner on the exercise of

t he nonqual i fied stock options.
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During 2000, petitioners received a State incone tax refund
of $34,500 for State incone taxes paid with respect to their 1999
tax year

B. Petitioner's Intel Retirenent Pl ans

At the tinme he termnated his enploynent, petitioner
mai ntai ned three Intel retirenent plans, Plan 15104, Plan 15105,
and Pl an 15106.

Pl an 15104 was a nonqualified deferred conpensation pl an
called the Sheltered Enpl oyee Retirenent Plan Plus (or SERP+) and
was adm nistered by Fidelity Investnents Institutional Operations
Conmpany (Fidelity Institutional) on behalf of Intel. On Decenber
22, 2000, petitioner received $285,603 fromlIntel, representing
the full distribution of Plan 15104 in the gross anount of
$372,850 | ess Federal and State withholding taxes. Fidelity
Institutional issued petitioner a FormW2 with respect to Plan
15104 for 2000 (the Plan 15104 Form W2). The parties stipul ated
that the Plan 15104 Form W2 accurately reflected the
di stribution anount, w thhol ding taxes paid, that petitioner nade
no enpl oyee contributions, and that no portion of the
di stribution was rolled over into another account.

Pl an 15105 was a qualified retirenent plan called the Intel
Cor poration 401(k) Savings Plan and was adm nistered by Fidelity
Institutional on behalf of Intel. Petitioner borrowed noney from

Pl an 15105 and nmade paynents through payroll w thhol di ng.
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Petitioner ceased naki ng paynents after he termnated his
enpl oynent, and the | oan was considered in default. The |oan was
repaid in 2000 by an offsetting distribution fromPlan 15105 of
$15,552. During Cctober or Novenber of 2000, petitioner nade a
direct rollover of $286,390 from Plan 15105 into his Fidelity
| nvestnents | RA Rollover Account (Fidelity IRA). Fidelity
Institutional issued petitioner a Form 1099-R, Distributions From
Pensions, Annuities, Retirenent or Profit-Sharing Plans, |RAs,
| nsurance Contracts, etc., with respect to Plan 15105 for 2000
(the Plan 15105 Form 1099-R). The parties stipulated that the
Pl an 15105 Form 1099-R accurately reflected the offsetting
di stribution nmade in satisfaction of the |oan and the direct
rollover into the Fidelity IRA, indicated that petitioner nmade
enpl oyee contributions of $1,108, and reported a taxable amount
of $14, 443.

Plan 15106 was a qualified retirenent plan called the Intel
Corporation Profit Sharing Retirement Plan and was adm ni stered
by Fidelity Institutional on behalf of Intel. Petitioner
borrowed noney from Plan 15106 and made paynents through payrol
wi t hhol ding. Petitioner ceased maki ng paynents after he
term nated his enploynent, and the | oan was considered in
default. The loan was repaid in 2000 by an offsetting
distribution fromPlan 15106 of $30,623. On Novenber 6, 2000,

petitioner made a direct rollover of $463,930 fromPlan 15106
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into his Fidelity IRA. Fidelity Institutional issued petitioner
a Form 1099-R with respect to Plan 15106 for 2000 (the Plan 15106
Form 1099-R). The parties stipulated that the Plan 15106 Form
1099-R accurately reflected the offsetting distribution nmade in
satisfaction of the |loan and the direct rollover into the
Fidelity IRA indicated that petitioner made no enpl oyee
contributions, and reported a taxable amount of $30, 623.

C. Petitioner’s Individual Retirenent Accounts (I RAs)

As described above, petitioner made direct rollovers from
Pl an 15105 and Plan 15106 to his Fidelity IRA totaling $750, 320
in 2000. Petitioner received the follow ng distributions from

his Fidelity IRA

Date Anmount
Nov. 2, 2000 $100, 000
Nov. 9, 2000 10, 000
Nov. 9, 2000 20, 000
Nov. 16, 2000 30, 000

Tot al 160, 000

On Novenber 9 and 16, 2000, petitioner nmade direct rollovers
of $500, 000 and $62, 930, respectively, fromhis Fidelity IRAinto
anot her | RA adm nistered by US Bancorp Piper Jaffray (US Bancorp
|RA). On Novenber 10 and 17, 2000, petitioner received
di stributions of $500,000 and $62, 930, respectively, fromhis US

Bancorp | RA
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On Decenber 11, 2000, petitioner transferred 815 shares of
Intel stock fromhis Fidelity IRAinto his US Bancorp IRA. On
Decenber 22, 2000, the Intel stock was sold, and petitioner was
i ssued a check for $27, 000.

US Bancorp issued petitioner a Form 1099-R with respect to
his US Bancorp I RA for 2000. The Form 1099-R refl ected the
di stributions of $500,000 and $62,930, and the check for $27, 000,
for total distributions of $589, 930.

D. Petitioners’ 1999 Federal |Incone Tax Return

Petitioners filed a joint Federal incone tax return for 1999
on June 18, 2003.° Petitioners reported adjusted gross incone of
$564, 156, item zed deductions of $427,211, a total tax of
$33, 735, an overpaynment of tax of $116,498. Petitioners
requested a refund of $105,228 and that $11,270 be applied to
their estimated tax for 2000. Petitioners’ 1999 tax return did
not include a Form 6251, Alternative M ni mum Tax--1ndi vidual s.

Respondent exam ned petitioners’ 1999 tax year and
determ ned that petitioners were not entitled to a refund or
estimated tax credit and were liable for alternative m ni mum tax
of $105,616. On Novenber 17, 2003, respondent assessed
addi tional tax of $105,616 and interest of $33,935. The

Certificate of Oficial Record for petitioners’ 1999 tax year

3 Petitioners’ 1999 tax year is not at issue.
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reflects that this assessnent of additional tax and interest was
“abat ed” on Novenber 8, 2004.

On Cctober 27, 2004, petitioners filed a refund suit in U S
District Court for the District of Oregon, at docket No. CV-04-
01563-KI. By opinion and order dated March 16, 2005, the
District Court dismssed petitioners’ suit for |lack of subject
matter jurisdiction. On May 22, 2006, the Court of Appeals for
the NNnth GCrcuit affirmed the District Court’s dism ssal for

| ack of subject matter jurisdiction. Bhattacharyya v.

Conmm ssi oner, 180 Fed. Appx. 763 (9th Cr. 2006).

E. Petitioners’ 2000 Federal |Incone Tax Return

Petitioners filed a joint Federal inconme tax return for 2000
on May 19, 2003. Petitioners reported wages, salaries, tips,
etc., of $746, 191, the amount reported by Intel on the Form W2.
On an attached “Exhibit 11", petitioners summarized their |IRA and

retirement plan distributions and rollovers as foll ows:



Pl an

Fidelity I|RA
Fidelity I|RA

Fidelity I|RA

Fidelity I|RA

Fidelity I|RA

US Bancorp | RA
US Bancorp | RA
US Bancorp | RA

Tot al

Based on Exhibit

9

di stributions of $444, 327.

pensi on distributions of $372, 850,

petitioners reported total

to US
| RA

Art. withdrawn Rollover ant. Not es
$100, 000 --

10, 000 $10, 000 “Direct
rol |l over
correction”

20, 000 10, 000 “Direct
rol |l over
correction”

500, 000 500, 000 Di rect
rol |l over
Bancor p
30, 000 --
500, 000 285, 603
62, 931 - -
27, 000 --
1, 249, 931 805, 603

taxabl e I RA
Petitioners also reported total

reflecting the distribution

fromPlan 15104, but they determ ned that only $192, 850 was

t axabl e.

i ncone, and a capital
adj usted gross incone of $1,402, 076.

adj usted gross incone did not

After

i ncl ude:

i ncludi ng interest

Petitioners’

i ncone, dividend incone,

ot her

| oss of $3,000, petitioners reported

reported

(1) The State incone tax

refund of $34,500;* (2) $180, 000 of the distribution fromPlan

4

The parties agree that petitioners are |liable for

Feder a

incone tax in 2000 on the State inconme tax refund received in
(continued. . .)
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15104; (3) the offsetting distributions made in satisfaction of

the |l oans from Pl an 15105 and Pl an 15106 of $15, 552 and $30, 623,

respectively; and (4) $305,603 of the I RA distributions.

On an attached Schedul e A,
reported item zed deductions of $1, 118, 870,

petitioners as follows:

Type of Expense

Option Int
Option Int
M_F

US Bank Fees

Opt . i nt
Cash Pay

Cash Pay

O her

Tot al

Amount.
$37, 738
186, 370

71, 657

26, 000
20, 164
330, 979

123, 000

322, 962

1,118,870

|tem zed Deducti ons,

summari zed by

Not es
US Bank Cor p.
Merrill Lynch

Merrill Lynch
Fees

US Bank Fees
Merrill Lynch

Merrill Lynch,
to protect
Taxabl e i ncone

Merrill Lynch,
to protect
Taxabl e i ncone

Merrill Lynch,
to protect
Taxabl e i ncone

petitioners

Petitioners reported taxable incone of $213, 977,

tax on I RAs and other retirenent plans of $63,717, and total

2000.

4(C...continued)

tax of $60, 080,

t ax
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of $123,797.% After deducting total paynents of $282, 821,
petitioners requested a refund of $131, 024 and that $28, 000 be
applied to their 2001 estimated tax. Petitioners’ 2000 tax
return did not include a Form 6251 or any other cal cul ation of
their alternative mninmnumtax liability.

In response to a letter fromrespondent inquiring about the
absence of an alternative mninmumtax conputation, petitioners
sent respondent a letter on Septenber 15, 2003, and attached a
Form 1040X, Anmended U.S. I|ndividual |Income Tax Return
(petitioners’ first Form 1040X). On petitioners’ first Form
1040X, petitioners included a Form 6251, determ ned an
alternative minimumtax liability of $56,827, but reduced their
i ncome by nore than $630, 000 and cl ai med a refund of $9, 270.
Respondent did not file petitioners’ first Form 1040X.

On May 25, 2004, respondent issued petitioners a notice of
deficiency. Respondent determ ned a deficiency in petitioners’
2000 Federal income tax of $314, 372, based on respondent’s
determ nation that petitioners were liable for alternative

m ni mum tax of $314,371.° Respondent al so determ ned that

> It is unclear how petitioners calculated the tax on | RAs
and other retirenent plans, but $63,717 is apparently
petitioners’ calculation of a 10-percent additional tax under
sec. 72(t).

6 Respondent al so increased petitioners’ iteni zed
deductions by $1 to correct a rounding error made by petitioners.
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petitioners were liable for an addition to tax under section
6651(a) (1) of $38, 837.

On June 26, 2004, petitioners sent respondent a letter and
attached anot her Form 1040X (petitioners’ second Form 1040X).
Petitioners’ second Form 1040X was identical to petitioners’
first Form 1040X, but the letter included an additi onal
expl anation of the changes nade by petitioners to their original
Federal inconme tax return. Respondent did not file petitioners’
second For m 1040X.

Petitioners filed their petition with this Court on August
20, 2004. Petitioners requested the Court to determ ne that they
are due a refund “$9000 (Back Approx.)”. Respondent filed an
answer on Septenber 29, 2004, but did not seek an increased
deficiency or addition to tax.

This case was called during the Court’s regular trial
session in Portland, O egon, beginning Decenber 5, 2005. On
February 21, 2006, respondent filed a Mdtion for Leave to Amend
Answer to Conformto Evidence Presented at Trial and to O aiman
| ncreased Deficiency and Addition to Tax, w th Acconpanyi ng
Proposed Amendnent to Answer (respondent’s notion to conformthe
pl eadings to the evidence) under Rule 41(b). In the anmendnent to
answer, which was | odged with the Court on February 21, 2006,

respondent asserted that petitioners were |liable for an increased
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deficiency of $561,309, and an increased section 6651(a)(1)
addition to tax of $100, 571.

On Novenber 3, 2006, petitioners filed a Mdtion for Anended
Petition Consistent wth the Evidences Presented at Trial, and to
Claima Refund by Petitioners for $76,890.00, with Acconpanyi ng
Proposed Anmended Petition (petitioners’ notion to conform
pl eadi ngs to the evidence) under Rule 41(b).

OPI NI ON

Respondent’s and Petitioners’ Mbtions To Conform Pl eadi ngs
to the Evidence

As a prelimnary matter, we nust determ ne whet her
respondent’s and petitioners’ notions to conform pleadings to the
evi dence shoul d be granted. Section 6214(a) requires a claimfor
i ncreased deficiency to be asserted at or before the hearing or
rehearing. It is well established that the word “hearing” used
in section 6214(a) includes all Tax Court proceedings in a case

t hrough entry of decision. Henningsen v. Conmm ssioner, 243 F.2d

954, 959 (4th Gir. 1957), affg. 26 T.C. 528 (1956): Law v.

Conm ssioner, 84 T.C. 985, 989 (1985). Rule 41(b) allows the

parties to anmend their pleadings to conformw th the evidence

presented at trial.’” Wether a notion seeking an amendnent to

" Rule 41(b) provides in part:

(1) Issues Tried by Consent: When issues not raised by

the pleadings are tried by express or inplied consent

of the parties, they shall be treated in all respects
(continued. . .)
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the pleadings to conformto the evidence should be allowed is

within the sound di scretion of the Court. Conmi ssi oner v. Estate

of Long, 304 F.2d 136, 143-145 (9th G r. 1962). |If granting the
nmotion would result in unfair surprise or prejudice to the
nonnovi ng party, the notion should be denied. Church of

Scientology v. Comm ssioner, 83 T.C 381, 469 (1984), affd. 823

F.2d 1310 (9th Cir. 1987).

In respondent’s notion to conform pl eadings to the evidence
and in the | odged anendnent to answer, respondent asserts an
i ncreased deficiency of $561,309, and an increased addition to
tax under section 6651(a)(1) of $100,571. The increased
deficiency is not based on petitioners’ liability for alternative
m nimum tax, as was the deficiency asserted in the notice of

deficiency. Instead, the increased deficiency results fromthe

(...continued)

as if they had been raised in the pleadings. The
Court, upon notion of any party at any tinme, may allow
such anmendnent of the pleadings as may be necessary to
cause themto conformto the evidence and to raise

t hese issues, but failure to anend does not affect the
result of the trial of these issues.

(2) Oher Evidence: |If evidence is objected to at the
trial on the ground that it is not within the issues
rai sed by the pleadings, then the Court nay receive the
evi dence and at any tinme allow the pleadings to be
amended to conformto the proof, and shall do so freely
when justice so requires and the objecting party fails
to satisfy the Court that the adm ssion of such

evi dence woul d prejudice such party in maintaining such
party’s position on the nerits.
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increase in incone and the disall owance of nmany of petitioners’
item zed deducti ons.

Petitioners object to respondent’s notion to conform
pl eadi ngs to the evidence, arguing: (1) An evidentiary ruling
made by the Court during trial prevents respondent from seeking
an i ncreased deficiency; and (2) an anendnent to answer woul d
result in unfair surprise and woul d prejudice petitioners because
t he anendnent is based on grounds different fromthose asserted
in the notice of deficiency.

Petitioners also filed a notion to conform pl eadings to the
evidence. Petitioners assert that, based on the evidence and
testinmony presented at trial, they are entitled to a refund in
t he anobunt of $76,890, instead of the approxi mately $9, 000
asserted in the petition. Respondent does not object to the
granting of petitioners’ notion to conform pleadings to the
evi dence.

Petitioners’ objection notw thstanding, we find that
granting respondent’s or petitioners’ notions to conform
pl eadi ngs to the evidence would not result in unfair surprise or
prejudice to either party. Petitioners’ argunent that an
evidentiary ruling nade by the Court prevents respondent from
seeking an increased deficiency is based on a m sunderstandi ng of
the Court’s evidentiary ruling. Petitioners focus on Exhibit 42-

R, which was a Form 4549, |ncone Tax Exam nati on Changes,



- 16 -
prepared by respondent and shown to petitioners on the norning of
trial. Essentially, Exhibit 42-R summarized respondent’s
interpretation of the inpact the exhibits attached to the
parties’ joint stipulations of fact had on petitioners’ tax
l[tability. The Court did not admt Exhibit 42-R into evidence.
Petitioners appear to argue that, because the Court did not adm't
Exhibit 42-R into evidence, the Court rejected the argunents
contained therein. The Court’s ruling was limted to the
adm ssibility of Exhibit 42-R and was not a ruling on the nerits
of respondent’s arguments contained therein. The increased
deficiency and addition to tax sought by respondent are not based
on Exhibit 42-R but instead are based on the exhibits admtted
into evidence as part of the parties’ joint stipulations of fact.
The Court’s ruling on Exhibit 42-R does not affect respondent’s
ability torely on the exhibits admtted into evidence in seeking
an i ncreased deficiency and addition to tax.

Petitioners’ argunment that an anendnent to answer woul d
result in unfair surprise or prejudice is not persuasive. The
anendnent to answer woul d change the issue in this case from
whet her petitioners are liable for alternative mninumtax to
whet her petitioners received and did not report certain itens of
i ncone and whether they are entitled to certain item zed
deductions. As stated above, in seeking an increased deficiency

and addition to tax, respondent relies on exhibits attached to
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the parties’ joint stipulations of fact. Petitioners rely on
t hese sane exhibits in seeking an increased refund. Petitioners
cannot expect to use this evidence to seek an increased refund
and at the sanme tinme shield thensel ves froman increased
deficiency or addition to tax based on the sane evi dence.
Addi tionally, respondent informed petitioners at various tines
before trial, including in respondent’s pretrial nmenorandum that
respondent intended to raise the issues asserted in the amendnent
to answer. Petitioner’s testinony also denonstrated his
know edge of respondent’s intention.

Accordingly, we shall grant respondent’s and petitioners’
nmotions to conform pl eadings to the evidence.

1. ltens of | ncone

Ceneral ly, taxpayers bear the burden of proving that the

Comm ssioner’s determ nations are incorrect. Rule 142(a); Welch

v. Helvering, 290 U. S. 111, 115 (1933). However, the
Comm ssi oner bears the burden of proof wth respect to any new
matter or increases in deficiency. Rule 142(a). Once the
Comm ssi oner produces evidence sufficient to establish a prim
faci e case, the burden shifts to the taxpayers of com ng forward
with evidence sufficient to rebut the Comm ssioner’s proof. See

King v. Conmi ssioner, T.C. Menp. 1995-524; Cally v. Conm ssioner,

T.C. Meno. 1983-203 (citing Papineau v. Conm ssioner, 28 T.C. 54

(1957)).
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Respondent asserts that petitioners received unreported or
underreported taxable inconme fromthe follow ng sources: (1)
$372,850 fromthe distribution fromPlan 15104, of which only
$192, 850 was reported; (2) $14, 443 and $30, 623 fromthe
of fsetting distributions nade in satisfaction of the |oans from
Pl an 15105 and Pl an 15106, respectively, none of which was
reported; and (3) $749,930 on the distributions fromthe Fidelity
| RA and the US Bancorp I RA, of which only $444,327 was reported
as being taxable.® Respondent raised these matters in the
amendnent to answer, not in the notice of deficiency, and now
seeks an increased deficiency based in part on these new matters.
Therefore, respondent bears the burden of proof with respect to
these new matters. See Rule 142(a).

Petitioners dispute respondent’s assertions and argue that,
of the $746, 191 reported as taxable incone on the Intel W2,

$606, 963 is not included in gross incone.?®

8 Petitioners also received but did not report a State
income tax refund of $34,500. As noted above, the parties agree
that petitioners are liable for Federal inconme tax in 2000 on
that refund. See supra note 4.

® On petitioners’ first and second Forns 1040X, petitioners
assert that their taxable incone should be reduced by $632, 639.
In their anmended petition and on brief, petitioners argue that
their taxable inconme should be reduced by $606,963. The origin
of this discrepancy is unclear.
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A. Distribution From Pl an 15104

G oss inconme neans all incone from whatever source derived,
i ncluding inconme from pensions. Sec. 61(a)(11). However,
distributions of after-tax enpl oyee contributions froma pension
pl an constitute a nontaxable return of capital. See Lange v.

Conmi ssioner, T.C. Menp. 2005-176.

The Plan 15104 Form W2 reflects a gross distribution to
petitioner fromPlan 15104 of $372,850 and that petitioner nade
no enpl oyee contributions to Plan 15104. The parties stipul ated
the accuracy of the Plan 15104 Form W2, and no evidence in the
record contradicts the Plan 15104 Form W2. This evidence, if
not rebutted, is sufficient for respondent to neet his burden of
proving that petitioner received a distribution of $372,850 from
Pl an 15104 and that no enpl oyee contributions were nade to Pl an
15104. The burden shifts to petitioners to conme forward with
evidence that all or a portion of that distribution is not
included in their gross incone.

On their tax return, petitioners reported the distribution
of $372,850 from Pl an 15104, but they asserted that only $192, 850
of that anmount was taxable. In the information acconpanying
petitioners’ second Form 1040X, petitioners further reduced the
anount they reported as taxable to $132,674. Petitioners’ theory
is that the distribution contained after-tax enpl oyee

contributions, and thus only a portion of the distribution was
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taxable. Petitioners explain their theory on brief:

[In] 2000 [the] bonus received was $79568. 00. * * *

The federal tax wi thheld on that noney was $10, 582. 54.

* * * [the] remaining * * * bonus anount went in SERP+

account for the tax year 2000. * * * Petitioners

estimated about 1/2 of the SERP noney [cane] from
deposi ti ng bonus noney after paying tax and renai ni ng

is the growth of the noney due to investnent by

Fidelity. Thus $186425.25, which is exactly 1/2 of the

total distribution, was assuned growh and inserted in

* * * the form 1040.

Petitioners’ estimation that approximtely half of the Plan
15104 distribution consisted of after-tax enpl oyee contributions
is contrary to the Plan 15104 Form W2, on which Fidelity
Institutional reported that no enpl oyee contributi ons were nade.
No evidence in the record supports petitioners’ claim?
Petitioners have not nmet their burden of comng forward with
evidence that all or a portion of that distribution is not
included in their gross incone.

Therefore, we find that the distribution of $372,850 from

Plan 15104 is included in petitioners’ gross incone.

10 PpPetitioners cite Exhibit 21-J as evidence that half of
the Pl an 15104 distribution was conprised of enployee
contributions. Exhibit 21-J, a pay statenent fromlIntel dated
Cct. 31, 2000, indicates that a total “SERP deferral” of $39, 784
had been made between Jan. 1 and Cct. 31, 2000. Petitioner
mai nt ai ned several accounts that were at various tinmes referred
to as “SERP’” accounts. Exhibit 21-J does not indicate that the
“SERP deferral” was made with respect to Plan 15104 and does not
ot herwi se contradict the Form W2 issued by Fidelity
| nstitutional.



- 21 -

B. Di stributions From Pl an 15105 and Pl an 15106

Petitioners did not report any distributions made from Pl an
15105 or Plan 15106 on their Federal income tax return. However,
petitioners received Fornms 1099-R from Fidelity Institutional,
which reflected: (1) An offsetting distribution of $15,552 was
made from Pl an 15105 in satisfaction of petitioner’s |oan from
Pl an 15105; (2) petitioner made enpl oyee contributions to Plan
15105 totaling $1,109; (3) due to the enpl oyee contributions, the
t axabl e anmount of the offsetting distribution fromPlan 15105 was
$14, 443; (4) an offsetting distribution of $30,623 was nade from
Pl an 15106 in satisfaction of petitioner’s |loan from Plan 15106;
and (5) petitioner nade no enpl oyee contributions to Plan 15106.
The parties stipulated the accuracy of the Fornms 1099-R and no
evidence in the record contradicts the Forms 1099-R  This
evidence is sufficient for respondent to neet his burden of
proof. Therefore, we find that $14, 443 and $30, 623 of the
of fsetting distributions fromPlan 15105 and Pl an 15106,
respectively, are included in petitioners’ gross incone. !

C. | RA Roll overs and Distributions

In general, distributions froman |IRA are included gross

incone in the year received. Sec. 408(d)(1). A distribution to

11 Petitioners did not introduce evidence to contradict the
Fornms 1099-R, nor did they address the distributions on brief.
We find that petitioners abandoned any argument that the
of fsetting distributions are not included in their gross incone.
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t he individual for whose benefit an IRA is maintained is excluded
fromgross incone, however, if the entire anount is paid into an
| RA for the benefit of the sane individual wthin 60 days. Sec.
408(d)(3)(A). Exclusion of a rollover fromone |IRA to another
can only be made by an individual once during any 1-year peri od.
Sec. 408(d)(3)(B). However, the transfer of a taxpayer’s funds
directly fromthe trustee of one IRAto the trustee of another

| RA, in a fashion that does not involve any paynent directly to
the taxpayer, is not a “rollover” for purposes of section

408(d) (3) and therefore does not trigger or violate the 1-year
[imtation. Rev. Rul. 78-406, 1978-2 C. B. 157; see also Crow v.

Conmi ssioner, T.C. Meno. 2002-178; Martin v. Conm ssioner, T.C

Meno. 1992-331, affd. without published opinion 987 F.2d 770 (5th
Gr. 1993).

On their Federal incone tax return, petitioners reported the
roll overs of $286,390 from Pl an 15105 and $463, 930 from Pl an
15106 to the Fidelity IRA the subsequent direct rollovers of
$500, 000 and $62,390 fromthe Fidelity IRAto the US Bancorp |RA,
and the distributions fromthe Fidelity IRA and the US Bancorp
|RA to petitioners totaling $749,930. The parties agree that the
rollovers fromPlan 15105 and Pl an 15106 to the Fidelity IRA and
the direct rollovers of $500,000 and $62,930 fromFidelity IRAto
the US Bancorp | RA are excluded fromincone. See sec. 402(c);

Rev. Rul. 78-406, 1978-2 C.B. 157. The parties also agree that
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petitioners received distributions totaling $749,930 fromthe
Fidelity IRA and the US Bancorp | RA. However, the parties
di sagree as to what extent the distributions totaling $749, 930
are included in petitioners’ gross incone.

Respondent argues that $749,930 is included in petitioners’
gross incone.! The record establishes, and petitioners do not
di spute, that during Novenber and Decenber 2000, petitioners
received distributions fromthe Fidelity IRA totaling $160, 000
and fromthe US Bancorp | RA totaling $589, 930. Respondent has
met his burden of establishing a prima facie case that
petitioners received IRA distributions totaling $749, 930.
Petitioners bear the burden of comng forward with evidence that
all or a portion of the IRA distributions are not included in
their gross incone.

Petitioners argue that $285,603 of the $500, 000 distribution

fromthe US Bancorp I RA was rolled over into another IRA and is

12 Ppetitioners argue that the nunbers proposed by
respondent “shoul d be di scarded due to inconsistency and
generation of various random nunbers generated by respondent in
[sic] various tinmes.” At various tinmes during preparation for
trial, respondent changed his position regardi ng what anmount of
the rollovers and distributions were includable in petitioners’
gross incone. It is worth noting that, on each occasi on,
respondent reduced the anmount included in petitioners’ gross
income as petitioners substantiated the various rollovers. Qur
ultimate conclusion on this issue is not based on the changes in
respondent’s position, but instead is based on the record.
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thus not included in their gross incone.®® Petitioners provided
no evi dence that such a rollover took place, or that the rollover
took place within 60 days of the distribution. Petitioners were
in a superior position with respect to access to information that
woul d prove the anpbunt and date of the alleged rollover. By
failing to produce such information, petitioners have failed to
neet their burden of coming forward with evidence that $285, 603
of the IRA distributions is not included in their gross incone.

Therefore, we find that the distributions fromthe Fidelity
| RA and the US Bancorp IRA totaling $749,930 are included in

petitioners’ gross incone.

D. | ncone Fromthe Exercise of Intel Stock Options
G oss incone includes conpensation for services, “including
fees, comm ssions, fringe benefits, and simlar itens”. Sec.

61(a)(1l). Section 83(a) provides in pertinent part that if
property is transferred to a taxpayer in connection with the

performance of services (e.g., stock transferred to a taxpayer

13 On their Federal incone tax return, petitioners reported
that only $444,327 of the $749,930 in distributions fromthe
Fidelity IRA and the US Bancorp I RA was included in their gross
income. Petitioners’ position was based on their assertion that
$20, 000 of the $160,000 in distributions fromthe Fidelity IRA
and $285, 603 of the $500, 000 distribution fromthe US Bancorp | RA
were rolled over into another IRA. On brief, petitioners clained
that only $285, 603 of the $500, 000 distribution fromthe US
Bancorp I RA was rolled over into another I RA and conceded t hat
$469, 091 was includable in their gross incone. Thus, we find
that petitioners have abandoned their argunment that $20, 000 of
the $160,000 in distributions fromthe Fidelity IRA was rolled
over into another |RA
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upon the exercise of a stock option), the excess of the fair
mar ket val ue of the property (stock) over the anount, if any,
paid for the property (the exercise price) shall be included in
the taxpayer’s gross incone in the first year in which the
taxpayer’s rights in the property are not subject to a

substantial risk of forfeiture. See Montgonery v. Conmni Ssi oner,

127 T.C. 43, 53-54 (20086).

Petitioners assert that, of the $746,191 in taxable incone
reported on the Intel W2, $606,963 is not included in gross
incone. Petitioners do not address this assertion in detail.
However, it appears that petitioners are arguing that the
$606, 963 should be treated as |ong-term capital gain, which could
be offset by long-termcapital |osses realized in 2000, and thus
woul d not be included in their gross income. Petitioners’
position is without nerit.

Petitioner exercised on January 11 and April 17, 2000,
nonqual i fi ed stock options granted to himby Intel, resulting in
realized gains of $66,887 and $540, 076, respectively (the spread
bet ween the exercise price and the market price of the stock on
the dates of exercise). This gain is not recognized as |long-term
capital gain. Instead, section 83(a) and section 1.83-1(a)(1),
| ncone Tax Regs., establish that such gain is ordinary incone

included in petitioners’ gross inconme as conpensation in 2000,
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the year of exercise. Therefore, we find that the $746, 191 in
t axabl e income reported on the Intel W2, including the $606, 963
attributable to the exercise of nonqualified stock options, is
included in petitioners’ gross inconme as ordinary incone.

[11. Additional Tax on Early Distributions From Qualified
Retirement Pl ans and | RAs

Section 72(t)(1) inposes a 10-percent additional tax on
early distributions fromqualified retirenent plans. Qualified
retirement plans are defined to include IRAs as defined in
section 408(a) and (b). Secs. 72(t)(1), 4974(c). The 10-percent
additional tax does not apply to certain distributions, including
di stributions nmade after an enpl oyee attains age 59-1/2 and
distributions attributable to the enployee’'s disability. Sec.
72(t)(2)(A) (1), (iii). Respondent alleges that petitioners are
liable for the 10-percent additional tax on the taxable
distributions fromPlan 15105 and Plan 15106 (both qualified
retirenment plans) of $14,443 and $30, 623, respectively, and on
the taxable distributions totaling $749,930 fromthe Fidelity |IRA
and the US Bancorp | RA

Petitioners were born in 1955 and 1960, respectively. The

qualified retirenent plan distributions and the I RA distributions

14 PpPetitioners do not argue that the stock was subject to a
substantial risk of forfeiture. Thus, the gain was recogni zed at
the tinme petitioner acquired beneficial ownership of the stock
(the tinme of exercise). See sec. 83(a); Walter v. Conm Ssioner,
T.C. Meno. 2007-2.




- 27 -

were made in 2000, before petitioner or Ms. Bhattacharyya

attai ned age 59-1/2.1® Petitioners do not allege and the record
does not reflect that the distributions were attributable to
disability, or that the distributions otherwi se qualify for an
exception to the 10-percent additional tax. |In fact, petitioners
state on brief that “Petitioners do understand that petitioners
have to pay 10% penalty tax on the anmount stated above * * * This
is consistent with IRC section 72(t)(1).” Therefore, we find
that petitioners are liable for the 10-percent additional tax on
the early distributions fromPlan 15105 and Pl an 15106 of $14, 443
and $30, 623, respectively, and on the early distributions
totaling $749,930 fromthe Fidelity IRA and the US Bancorp | RA.

| V. | tem zed Deducti ons

Deductions are a matter of |legislative grace and are
all owabl e only as specifically provided by statute.® See

| NDOPCO, Inc. v. Conm ssioner, 503 U S. 79, 84 (1992); Joseph v.

Conmi ssioner, T.C. Menp. 2005-169. | tem zed deductions al | owed

15 Nor had petitioner attained age 55 so as to be eligible
for an exception based on his separation fromservice. See sec.

72(1) (2) (A) (v).

6 Generally, taxpayers al so bear the burden of proving
they are entitled to deductions. |NDOPCO, Inc. v. Conm Ssioner,
503 U.S. 79, 84 (1992); Joseph v. Comm ssioner, T.C Menp. 2005-
169. However, the resolution of this issue does not depend on
whi ch party bears the burden of proof, and we resolve this issue
based on the preponderance of the evidence in the record.
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for individual taxpayers are set forth in part VI and part VII of
subchapter B, chapter 1, subtitle A of the Internal Revenue Code.
See secs. 161-222.

Petitioners assert that they are entitled to item zed
deductions totaling $1,118,870, as originally set forth in their
Federal inconme tax return. Respondent concedes that petitioners
are entitled to deduct the followi ng expenses totaling $243, 363
as item zed deductions: (1) $37,738, identified by petitioners
as “Option Int” for “US Bank Corp.”, as investnent interest
expenses under section 163; (2) $186, 370, identified by
petitioners as “Option Int” for “Merrill Lynch”, as investnent
i nt erest expenses under section 163; and (3) $19, 255 of the
$20, 164 identified by petitioners as “Opt.int” for “Merril
Lynch”, as investnment interest expenses under section 163.
Respondent al so concedes that petitioners are entitled to deduct
the foll om ng expenses as m scel | aneous item zed deducti ons,
totaling $84,581: (1) $71,657, identified by petitioners as
“MLF” or “Merrill Lynch Fees”, as expenses for the production of
i ncome under section 212; and (2) $12,924 of the $26, 000
identified by petitioners as “US Bank Fees”, as expenses for the

production of inconme under section 212.”' However, respondent

17 Petitioners have not objected to respondents’
characterization of these expenses as m scel |l aneous item zed
deductions. An inpact of this characterization is that such
deductions are subject to sec. 67(a), which states: “In the case

(continued. . .)
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argues that petitioners are not entitled to deduct the remaining
expenses, including: (1) $909 of the $20, 164 identified by
petitioners as “Opt.int” for “Merrill Lynch”; (2) $13,076 of the
$26, 000 identified by petitioners as “US Bank Fees”; (3) $330, 979
and $123,000, identified by petitioners as “Cash Pay” and
described as “Merrill Lynch, to protect Taxable incone”; and (4)
$322,962, identified by petitioners as “Qther” and descri bed as
“Merrill Lynch, to protect Taxable Inconme”. Respondent raised
these matters in the anendnent to answer, not in the notice of
deficiency, and now seeks an increased deficiency based in part
on these new matters. Therefore, respondent bears the burden of
proof wth respect to these new matters. See Rule 142(a).

The “Opt.int” expense of $20, 164 represents interest
petitioners purportedly paid on margin | oans issued by Merrill
Lynch. Respondent concedes that petitioners are entitled to
deduct this type of expense as an item zed deduction. However,
respondent argues that a nonthly account statenent for
petitioner’s Merrill Lynch brokerage account shows that only
$19, 255 was paid. The nonthly account statenent cited by
respondent shows that petitioner paid $19,255 in interest on

mar gi n | oans issued by Merrill Lynch during the nonth of August.

(... continued)
of an individual, the m scellaneous item zed deductions for any
t axabl e year shall be allowed only to the extent that the
aggregate of such deductions exceeds 2 percent of adjusted gross
I ncone.”
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A yearend account statenment shows that petitioners paid a total
of $186,370 in interest on margin | oans during 2000. The $19, 255
appears to be a portion of the $186, 370, which respondent already
conceded petitioners were entitled to deduct. The record
establishes that petitioners paid only $186,370 in interest to
Merrill Lynch and did not pay an additional $20,164 as clainmed on
their return. Neverthel ess, based on respondent’s concession, we
find that petitioners are entitled to an additional item zed
deduction of $19, 255.

The “US Bank Fees” expense of $26,000 represents bank fees
petitioners purportedly paid to US Bancorp. Respondent concedes
that petitioners are entitled to deduct this type of expense as a
m scel | aneous item zed deduction. However, respondent argues
that petitioners are entitled to deduct only $12,924 in bank
fees. The US Bancorp statenments of account show that petitioners
paid $12,924 in bank fees to US Bancorp in 2000. There is no
evidence of a greater paynent. The statenents of account are
sufficient for respondent to neet his burden of proof.

Therefore, we find that petitioners are entitled to a
m scel | aneous iteni zed deduction of only $12,924 with respect to
the US Bancorp fees.

The “Cash Pay” expenses of $330,979 and $123, 000, and the
“Qther” expenses of $322,962, represent deposits nade by

petitioner into his Merrill Lynch brokerage account to exercise
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his nonqual ified stock options and to acquire other stock. The
costs of acquiring stock, a capital asset, are capital in nature
and are not currently deductible but instead are included in the

stock’s tax basis. See Wodward v. Conmi ssioner, 397 U S. 572,

575 (1970); Lychuk v. Conmm ssioner, 116 T.C 374, 388-389 (2001);

Pappas v. Commi ssioner, T.C Meno. 2002-127; see also secs. 1012,

1221(a). Therefore, we find that petitioners are not entitled to
deduct the “Cash Pay” and “Qther” expenses.

As described above, respondent net his burden of proving
that petitioners are entitled to item zed deductions of only
$243, 363 and ni scel | aneous itemnm zed deductions of only $84, 581.
However, petitioners argue that they are entitled to deduct the
clai mred expenses in full in 2000 because respondent allowed them
to deduct simlar expenses in 1999.1% Petitioners’ argunent is
w thout nmerit. Each taxable year stands al one, and respondent
may chal l enge in a succeedi ng year what was condoned or agreed to

in a former year. Rose v. Conm ssioner, 55 T.C. 28, 31-32

(1970); Jeannarie v. Conm ssioner, T.C Menp. 2003-337; Boatner

18 PpPetitioners also argue that respondent cannot chall enge
their item zed deductions because the Court admtted into
evi dence Exhibit 38-P. Exhibit 38-P was offered by petitioners
as a summary of their argunents. Simlar to their argunent
regardi ng Exhibit 42-R, discussed supra pp. 15-16, petitioners’
argunment i s based on a m sunderstanding of the Court’s
evidentiary ruling. The adm ssion of Exhibit 38-P into evidence
does not establish the truth of petitioners’ assertions nmade in
that exhibit, nor does it preclude respondent from contesting
t hose assertions.
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v. Comm ssioner, T.C Meno. 1997-379, affd. 164 F.3d 629 (9th

Cir. 1998). Respondent’s allowance of certain item zed
deductions in 1999 does not establish petitioners’ entitlenent to
simlar deductions in 2000.

For the above-stated reasons and to reflect respondent’s
concessions, we find that petitioners are entitled to item zed
deductions of $243,363 and m scel | aneous item zed deductions of
$84, 581.

V. Alternative M ni mum Tax

In the notice of deficiency, respondent determ ned that
petitioners were liable for alternative m ninumtax of $314, 371
Petitioners’ alternative mnimumtax liability was triggered in
part by the item zed deductions clained on their Federal incone
tax return. Respondent concedes that, if petitioners are
entitled to item zed deductions and m scel | aneous item zed
deductions only to the extent conceded by respondent, the
alternative mnimnumtax wll not apply. As found above,
petitioners are entitled to item zed deducti ons and m scel | aneous
item zed deductions only to the extent conceded by respondent.
Therefore, a determ nation regarding petitioners’ alternative
mnimumtax liability is unnecessary.

VI . Section 6651(a)(1) Addition to Tax

Section 6651(a)(1l) inposes an addition to tax for failure to

file a return on the date prescribed (in this case, April 16,
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2001), unless the taxpayer can establish that such failure is due
to reasonabl e cause and not willful neglect. 1In the notice of
deficiency, respondent asserted that petitioners were liable for
a section 6651(a)(1l) addition to tax of $38,837. In the
anendnent to answer, respondent asserted an increased section
6651(a) (1) addition to tax of $100,571, based on the asserted
i ncreased deficiency.

Respondent bears the burden of production with respect to
petitioners’ liability for the section 6651(a)(1) addition to

tax. See sec. 7491(c); H gbee v. Comm ssioner, 116 T.C. 438,

446- 447 (2001). To neet his burden of production, respondent
must cone forward with sufficient evidence indicating that it is
appropriate to inpose the addition to tax. See Hi gbee V.

Commi ssi oner, supra at 446-447. Respondent has nmet his burden of

producti on because the parties stipulated that petitioners’ 2000
Federal inconme tax return was filed on May 19, 2003, nore than 25
nonths after it was due.

Once respondent neets his burden of production, petitioners
bear the burden of proving that their failure to tinely file was

due to reasonabl e cause and not willful neglect.?® To show

19 Respondent bears the burden of proof with regard to any
i ncreased deficiency. See Rule 142(a). However, the anount of
the sec. 6651(a)(1l) addition to tax is a conputational matter
based on the anpbunt of tax due. To the extent respondent bears
t he burden of proving an increased sec. 6651(a)(1l) addition to
tax, respondent has net this burden because, as di scussed supra,
(continued. . .)
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reasonabl e cause, petitioners must show that they “exercised
ordi nary busi ness care and prudence and [were] neverthel ess
unable to file the return wwthin the prescribed tinme”. Sec.
301.6651-1(c)(1), Proced. & Adm n. Regs. For illness or
incapacity to constitute reasonabl e cause, petitioners nust show
that they were incapacitated to a degree that they could not file

their returns. WIllians v. Conmi ssioner, 16 T.C. 893, 905-906

(1951); see, e.g., Joseph v. Conm ssioner, T.C Meno. 2003-19

(“I'l'l ness or incapacity may constitute reasonable cause if the
t axpayer establishes that he was so ill that he was unable to
file.”).

Petitioners argue that their failure to file was due to
reasonabl e cause because petitioner was sick and because their
return preparer had a brain tunor. Petitioners have not
i ntroduced any evidence to corroborate these allegations, nor
have they explained how |l ong petitioner was sick, how serious his
i1l ness was, why Ms. Bhattacharyya was unable to ful fil
petitioners’ filing obligations, or why they were unable to find
anot her return preparer. W find that petitioners did not have

reasonabl e cause for their failure to file tinmely. Therefore, we

19C. .. continued)
the record shows that petitioners are |iable for an increased
deficiency. See Howard v. Comm ssioner, T.C Meno. 2005-144.
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hold that petitioners are liable for a section 6651(a)(1)
addition to tax.?

VI1. Concl usion

Based on the above, petitioners are |iable for an increased
deficiency in inconme tax, an increased addition to tax under
section 6651(a)(1l), and are not entitled to a refund.

I n reaching our holdings, we have considered all argunents
made, and, to the extent not nentioned, we conclude that they are
nmoot, irrelevant, or w thout nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

20 Because petitioners filed their return nore than 25
nmonths after it was due, the addition to tax under sec.
6651(a)(1) wll be 25 percent of the anmount required to be shown
as a tax on the return. See sec. 6651(a)(1l). The anmount of the
addition to tax should be determ ned by the parties as part of
their Rule 155 conputations.



